Dr. Malcolm Sparrow

Good Morning. I'm happy to be with you. Very pleased to beinvited. A little alarmed to take
this particular spot. Always happy to be in the room when ECOS and EPA are in the same room.
Because you never know what’ s going to happen next. Maybe we should be reassured | guess
that we do that under the watchful eye of the Council for Excellence in government, which in my
experience, has been a mature, sensible organization.

And I’m hoping that we can dim the lights a little because it’simportant that you see what’s up
there. My wife tells me sometimes that | sound better than | look. And so thisway you get the
best of both worlds - you get to watch there and listen to me.

What | hope to do this morning is prepare you for two days of delight. Y ou're going to go from
session to session, experiencing a veritable smorgasbord of innovative delights and you’ re going
to sample them and hear about some you knew and you'’ re going to present some of your own.

And we have in this room champions of various innovations. And what | hope to do in the next
45 minutes or sois put in the back of your brain, some kind of interpretive framework so you'll
be able to figure out just what these innovations are and where they fit. And what isthe challenge
for the next five years moving forward as regulatory policy and strategy unfolds.

Now not to beat about the bush. I’'m going to take the liberty of interpreting innovation as merely
one path, and others are walking other paths. | do believe that alot of different regul atory
agencies are dowly gravitating toward a new strategic orientation. And | want you to understand
how the experience of discovering innovations and exercising them fitsinto this broader scheme,
but | thought I’d show you the end of the story so at least you’ d understand where I’ m headed.

What do | mean by risk control? That’s unfamiliar language in your business. But these are
designed to be generic terms that mean harm control or risk control. The business of regulatory
agenciesisusually toidentify bad things and then suppress them. In your case, environmental
harms or risks or exposures, or problems. And what we do see isby avariety of different roots a
broad range of regulatory and enforcement professions seem to be gravitating back toward
central acknowledgment of risk control or problem solving obligations.



Risk Control M odels

Old Mode New Model
- Enforcement - Compliance Assistance and
Customer Service
- Reactive - Preventive
- Adversarial - Partnership
- Hard - Soft
- Incident response - problem solving

How did they get there? The path that some follow - and thisto a degree may have affected some
of you, particularly in thefirst half of the 1990s - is simple politica pressure for regulatory
reform. The sense that regulation had become unreasonable, bureaucratic, and nit-picky. Inthe
American case, much more adversarial than their European counterparts. Particularly, from 1995
onward, there was political pressure to be more reasonable, conciliatory, to exploit partnerships,
to be lessadversarial. But of course, as aregulator, when you' re pushed that way, the danger is
that you get too close to the regulated community. Y ou run the risk of capture - what some of my
colleagues have cometo call “from a paosition of principle distance you flirt with unprincipled
intimacy.”

Another root, the one we' re going to dwell on this morning, isthe innovation root, by which
many of you come at least in part. And what happens here to regulatory executivesis that some
staff member - analytically-minded, energetic, intelligent, well-motivated - who’ d had enough
coffee that morning, saw a problem and designed a new fix. And of course they did it by
themselves or in asmall team, usually without any formal support within the agency.

But because of the political environment and because whatever it was they invented actually
worked like adream, it came to the attention of the executives and was even applauded by
politicians. And before you know it, these low-level staff membersin your organization were
standing on platforms with presidents and vice presidents, even winning Ford Foundation
awards. That was the pleasant piece of the experience. But that raised for executives some rather
troubling questions. First of all, and especially when you' re given $100,000 in support of this,
what does replication and diffusion mean?

And that’s a question you'll al be asking yourselves about the innovations that you have
described to you over the next two days. Could we just take this and supplant it into our
organization?. When you try - at your peril - you'll normally be greeted with some rather
predictable responses. Folks say “ Oh that wouldn’'t work here.” They say that in part, in truth,
because circumstances are different, and that in fact wouldn't work here. And they say that in
part because it wasn't invented here. And the tendency of any bureaucracy to take a brilliant new
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idea and to turn it into another blanket bureaucratic prescription for everybody to follow, in fact,
devalues the contributions that staff could make elsewhere. And so the issues of replication and
diffusion turn out to be thornier and more troublesome than we might have imagined.

But the deeper question is what it would mean to institutionalize such innovation as a pattern of
practice. And when welook back in retrospect it often was aresult of particularly energetic and
well-motivated staff members. That’swhy we see thisthing. That means that we see those that
happen to spring forth, that there is a bottom up nature to this innovative process. (I haven't
been ableto figureit out, but in the south of the United States, they call this bottoms up, and |
have not been able to account for the semantic difference). But the ideathat it’ s bubbling up
from the ranks and is, therefore, serendipitous, you know easily could not have happened. It'ss
miscellaneous. It just depends who happened to be thinking about what. There is no construct,
thereis no system, thereis no structure, and if the executive confronts the institutional question -
| mean remember what Al Gore says about this when he celebrates innovations. He says*“ These
are good people locked in bad systems,” - you’ re responsible for the system, perfecting the
system. And institutionalization would mean not that we sat passively at the tops of these

organi zations waiting to see what bubbled to the surface, but that we would actually require
innovation. And not just any innovation, but we would require innovations constructed carefully
around strategic goals. We would manage the process of innovation and that’s awhole different
level of innovativenessin an organization. Aswe move through this, we re going to pay some
attention to the challenge of institutionalization and what that in fact would mean.

The two other roots by which agencies are gravitating to the central place, | won't say much
about them today -there’' s plenty of other places you can go and read about it if you want - limits
of process management and customer service as prescriptions for reform. | have to always be
careful how | say this. Lots of federal agencies, lots of state agencies have discovered that as
regulators your businessis essentially surrounded by conflict. It isunusua in the regulatory
context to be able to get unanimous consensus about the right thing to do. There'sareason for
that. If everybody were to be made happy by the same course of action, thiswould usually not be
aregulatory issue. The very purpose of regulation isthat you require individuals and corporations
to act in ways other than they would prefer in their own short-term selfish economic interests, for
the public good, the broader good. And that therefore you’ re putting public aspirations ahead of
private aspirations. And hence the conflict and hence the fact that the people that you deal with
on adaily basis as you go about your business are not those that you expect to be pleased. That
the customer service motto, which is“identify your customers and delight them so they come
back for more,” you apply this to environmental polluters as the police apply it to drunk drivers
or that customs appliesit to drug smugglers. | mean the idea that you’ re going to please these
people is not only inadequate as a prescription for regulatory conduct, it can be dangerously
misleading if taken too far. And at the same time and in preferably the same breath, we have to
say “of course, much good has been done by learning to treat people reasonably.” And that
process improvement has worked magic in core operational processes and should continue to do
s0. The point issimply that it’s not enough, there’ s another kind of work, whole different levels
of thinking that needs to be done.



And the fourth root that brings people to pretty much the same place is the performance
management route - the search for a results orientation and driven very explicitly in the federal
context by GPRA, and in many of your states by performance-based budget statutes where you
are being required now to give an account of your performance in terms of results achieved, that
IS outcomes, impacts, effectiveness rather than efficiency, productivity or outputs. And asyou
search to give that account, of course it would be nice if the performance account was smply a
logical description of your performance. And when your performance was mostly about
functional productivity and enforcement outputs, then of course it was easy to give an account
that mirrored that performance. And when the demand changes for performance accounts, al of
asudden it opens up this big vacuum. What is the performance that would actually produce such
a performance account as a natural outwork?. We could spend three days talking about that, and
we're not going to touch it at all this morning.

Let’slook particularly at the innovations root. Understanding innovations and innovativeness.
Now here savery curious chart that isonly aweek old. It actually arose out of the last one week
program werun - an executive program - on management of regulatory and enforcement
agencies at the Kennedy school. And the last running of this, we had a discussion on this
diagram. It's alittle simplistic but it may be helpful to help us understand where are the
innovations that we' re witnessing.
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We academics. We love these 2 by 2 charts. There'salmost nothing important that can’t be
represented in a2 by 2 chart. And asyou know, it’s always the empty cell that’sthe interesting
one. At the moment they areal empty. We're going to fill up some of them. (NOTE: The
figure above has been completed so the reader can reference when reading through these
remarks.) Theline acrossthe middleis simply the split between inside the agency and outside
the agency, and the line down the middle splits what is actually a continuum — the distinction
between aggregate macro prescription and detailed micro-level behavior.

Now why do we create regulatory agencies? Answer: because there’ s some nasty object out there.
There' saset of risk beyond control, harms, problems, call them what you will. In 1970 we
recognized in perhaps a new way, awhole set of avoidable environmental risks as we recognized
awhole set of occupational hazards. And hence, the creation of two new agencies.

Now to be on safe ground, | know that you prefer to talk about somebody else’s business. So I'll
focus on OSHA. What do we do when we see awhole new category of risks? Answer: we
prescribe — usually the legidature at the outset prescribes - the form of agency activity that will
seek to control thisrisk. And what this meansis that we develop some general theory about what
the agency ought to do in order to deal with this.

And in the case of OSHA it was very clear to OSHA from their inception what their job was. The
model was:. inspections of the work place, usually unannounced, followed by rigorous
enforcement, the issuance of citations, and other actions, where necessary, whenever they found a
violation. That wasthe general theory, and if that’s the general theory, it prescribes aggregate
level agency action.

So now what isthe job of management? The job of management is to break down that aggregate
agency prescription into little pieces, which we call productions and operations management.
Thisisthe business of designing schedules, producing rosters, distributing pieces of the workload
across geography and between different functions. An important word is administration - the
Latin ad minis means towards pieces, breaking up the prescribed macro level conduct into tiny,
tiny components.

And what we' ve done, of course, iswe' ve created a path that runs from the bottom right hand
corner, the aggregate risk, to the top left hand corner, what we call the detail prescriptions for
action. You may ask, “Well why do we have to get to the top | eft hand corner?” Answer: So that
you and all of your staff know what to do tomorrow. Y ou have to get there somehow. The
interesting question is by what route? How might we go there.

Now thisis perhaps alittle naive. There' s ahuge range of environmental problems, and we have
many different approaches. And by the way, in the last ten years we' ve explored new approaches
at an unprecedented pace. And maybe the general theories (for environmental protection) are
severa rather than one, and maybe they do change over time. But you just have to be aware that
these general theories carry enormous power. There are various times when you can see these
general theories. They fight with one another.



One of the most common situations is when you merge two different agencies. And when |
started working with the Florida Department of Environmental Protection (DEP), they were
coming off amerger between the Department of Natural Resources and the Environmental
Regulatory and Enforcement Division. And for along while, the two separate cultures of those
two separate agencies had to coexist under one new umbrella. Thiswas not comfortable. One
general theory was about stewardship, about partnership with the community. The other general
theory was about the importance of enforcement and regulation. Some of you preside over
merged agencies and may be aware of the competing or conflicting general theories operating in
different parts of your organization.

Another time that you see general theories competing for supremacy is when agencies fight
between themselves for resources and attention. Again | won't talk about the environmental
profession because | want to get out of here alive. Law enforcement - have you ever watched the
Drug Enforcement Agency (DEA) fighting with the FBI (Federal Bureau of Investigation). The
DEA’s genera theory ismovein quickly on the basis of information received, and make arrests
and seizures. So their performance report is principally centered around the number of arrests
and the magnitude of the seizures.

The FBI looks at the DEA and calls them the street-smart door-kickers, regards them as the blue-
collar version of law enforcement, and that they, the much more sophisticated, very proud
Federal Bureau of Investigation, they operate a superior genera theory. They say what we do is
close down entire operations. That’s the model that’ s beaten into them in training and seemsto
live with them all through their FBI careers.

Now what that means in practice is that when an intelligence snippet is received, they develop it.
And instead of moving in quickly and giving the game away, they develop evidence, they put in
undercover agents, they develop informants and turn them, they get court-ordered wire taps and
do surveillance on the organization for twelve months or eighteen months, typically just short of
two years. And then when they’velearned al they think they need to know, they move in and
take out the entire shebang. One more crimina organization gone.

Now when | talk to the FBI, | say “Well that’ s avery interesting general theory. Now let’ sfigure
out whether it’s actually superior to the DEA or to anybody else’'s.” When would this be good,
thistheory? Thistheory would be good if you happened to be dealing with a crime problem that
was dominated by afew large criminal organizations, where the problem was actually vulnerable
to you taking out crimina organizations, one-by-one. And bear in mind you can only do three.
It'svery resource intensive. But if you were dealing with a crime problem that is characterized by
loose and diffuse networks that shift constantly or by hundreds of small crimina organizations -
i’ strue of money laundering, it’ strue of staged auto rings, insurance scandal, all kinds of crime
problems - then this doesn’t represent an efficient method for getting at that problem. The taking
out of specific organizations, that is not avulnerability, that isnot enough, that is not a pivot
point for that kind of problem. Y ou would have to think of something more efficient and
effective.



| don’t know what the general theories are that live on in your agencies or in specific divisons.
But let’sjust take alook and see where the specific innovations are. Against this backdrop, in
writing “ The Regulatory Craft,” which was just out this spring, one of the background studies
that | did wasto look at all the Ford Foundation winners (for Innovationsin American
Government) that we had up to that time, up to 1998. Thisisthirteen years, and | picked out
from those many finalists al of those that came from regulatory or enforcement agencies. Or
even if they didn’'t, were somehow regulatory or enforcement-oriented. Because most agencies
have this function within them someplace.

And I’'m going to show you three broad categories of these innovations. Almost all of them fell
into one or other of the three categories. And the first category is perhaps the most predictable
and straightforward given the language of process improvement and customer service. And it
includes the IRS Telefile program, the FDA’ sreform of the drug approval process, the city of
Chicago’ s parking enforcement program. Y ou could argue that in each of these cases, the genera
theory didn’t change. What happened is that the processes were streamlined or even they shifted
from one medium to another, but basically the operations of the agency were the same. They
were improved, they were speeded up, they were made more modern, perhaps technology was
invested to reduce error rates, displace people, make the whole thing more efficient. But not
much has changed in the actual strategy or approach of the agency. Good things, but just one
category.

The second category getsto be significantly larger. Eight within thistime frame, and al of these
fit the general description of specific risks, problems or patterns that have been identified and
then solved. Thelist includes San Francisco’' s First Offender Prostitution program. Now what
that was organized around is a study of the dynamics that not only attracted girls to the
prostitution business, but then the cycle that kept them there. And then through study of these
cycles and dynamics, the innovatorsin this case decided there was an intervention opportunity if
we could catch these girls after the first time that it cameto light. And that somehow, we could
get them out of that cycle.

The Boston Policy Department’ s Operation Cease Fire focused on juvenile homicidein Boston -
extraordinarily successful. By theway, if you think that problem-solving is somehow soft, here's
the antidote to that notion. It was thoroughly enforcement-centered - rigorous use of
enforcement, draconian use of enforcement. But within a carefully articulated, results-oriented,
highly analytical framework.

And we could run through al of those. OSHA’s Maine 200 program - a specific risk
concentration was identified. More than 50 percent of the State days lost to injury, work days
lost to injury, was accounted for by only 200 companies. What does this represent? Well it’s an
analytic insight that enables you see“Wédl, if we could just get hold of those 200 companies and
do something, then we could have a very profound effect on the statewide injury rate.”

Some of you, Minnesota, appears on this list together with many others.



Now go back to our diagram for amoment. Think where are these going to belong? These are
specific risks or problemsidentified and solved. Pause for a moment. Where do they belong?
The empty cdll, right. They’re all down there in the bottom, left-hand corner. They are not the
whole set of environmental risks. There are a specific identified piece, identified and then
addressed. In other words, what we see - and here you'll see the limits of my graphic
imagination, these are simply the shapes that are availablein Power Point . | tried to pick as
different onesas| could. What we see isthat you know sometimes as you chop up the risk they
come out in different shapes and sizes. And, in fact, part of the art here is to be able to dice and
dice the world in so many different ways, looking for a concentration or aclump or cluster that
really counts and that tells you how to proceed.

And in the environmental field, some of these might be media specific problems, some of them
might be adrinking water problem, some of them might be peculiar to an ecosystem or
watershed, some of them might be about a specific industry - the citrus industry and the pesticide
that they use. Some of them will be about products on the supermarket shelf or individual use of
barbecues in the backyard. Who knows? All different shapes and sizes. But what you see with
thislist of innovations I’ ve just shown you isincreased attention to carefully delineating the

pieces of the risk, to picking an important component so that you can take a bite, and a significant
bite out of alarger problem.

And once you found them, what do you do? Y ou design tailor-made interventions with the
emphasis on effect or impact,. In other words our job hereis not to produce lots of activity in the
agency. Our job isto diminate or mitigate this carefully-identified risk. And al of those eight
innovation finalistsfit very specifically here. They are tailored made solutions to carefully-
identified problems.

Before | move on to the third category, it’sinteresting when you spot that. For me you' re looking
back on abook called “Imposing Duties’ which was published in 1994. Very few of you read it.
The good news isthat you no longer need to - it’s totally supplanted by “The Regulatory Craft.”
Actually | heard last week, a copy of “Imposing Duties” was discovered by the EPA in Alaska.
Soitis still making the rounds. But there' sthis very succinct summary paragraph just on the
back cover. | mean if you do get it, just read the back cover. Becauseit tells you what this book
isabout. It says*In thisbook, Sparrow draws out remarkable parallelsin the way these
professions...” By the way, at thetime | had only dealt with police, fireman, and tax. Since
then, I’ ve dealt with many more. But at the time, it was just those three. Again, it said “ Sparrow
draws out remarkable parallels in the way these professions are adapting to meet their current
challenges asthey rgect traditiona reliance on retrospective, case-by-case, after-the-fact
enforcement. Rather than perpetuating their dependence on processes and procedures and
courage’ - and here' sthe important piece - “these professions are devel oping new capacities for
analyzing important patterns of noncompliance, prioritizing them, and designing intelligent
Interventions using a much broader range of tools.”

Thisis an extremely accurate and insightful summary of what that book was about. | know,
because | wroteit. They asked meto write thisin the third person for the back cover, which |
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was happy to do. Actually the nicest thing about this particular request isthey asked me to write
this two or three months after the book had been finished and edited, six months after | had
finished writing it. And it’s curiousthat it’sonly then long after-the-fact that you red ly figure
out what the book was all about. And thisiswhat it’'sabout. And since then, as many of you
know - those of you that I’ ve worked with - thisisrather along sentence and we have had for the
sake of easy memorization to shorten it. And let me show you the shorter version. “Pick
important problems, fix them.”

Thisisthe shorter version which some of you have emblazoned on your desks. This actually
started life asthe OSHA survival strategy. They were under attack - like you - by the freshman
Republican Congress. As Congress drafted bills designed to eliminate OSHA, we in the OSHA
redesign team saw OSHA struggle to prove its worth.

There was one tdling defense by the Washington Post of OSHA, ailmost the only favorable
article. And the Washington Post said “Hold on aminute. Before we scrap OSHA, let’ sfigure out
what OSHA has accomplished.” And they gave alist of accomplishments. One of them was
they had basically eliminated brown lung disease since they started paying attention to that.
Another isthat they had cut by over 80 percent the deaths that occurred in grain handling. | don’t
know if you know what those are, but this is people drowningin grain silos. And so in seven
years, the number came down from this to this. And every example they gave, the Washington
Post in OSHA’ s defense, was arisk identified and mitigated or eliminated. And so in trying to
communicate this throughout the organization, thisis called the OSHA surviva strategy. There's
actually alittlemoretoit - it said, “Pick important problems, fix them and then tell everybody.”

That’s actually quite significant, that last piece - then tell everybody. What that meansis once
you’ ve figured out the risk control performance, you’ d better figure out the way the risk control
performance counts. That really isthe value that you' re going to hold out.

Another very interesting category, athird category of innovation finalist, is not just specific
problemsidentified and solved, but systems for identifying and solving problems, not just once
but over and over again. And there are even more of these, twelve. | counted. For example,
Florida DEP’ s ecosystern management, is particularly good at being able to spot and characterize
and deal with a particular class of environmental problems, those that are ecosystem-shaped.

[llinois' Criminal Justice Authority Spatial and Temporal Analysis of Crime project. Thisis
basically a hot spot map, clustering map like the maps on the old precinct office walls, clusters of
pins for murders and homicides, and another cluster for assaults, another for domestic break-ins,
another for rapes. And then you look for the patterns, and now you know how to respond. And
all of this had turned computerized and automated and was taken right out of the crimefilesto
reveal some important truth to police managers. In other words to identify for them significant
problems that require their attention. When you look at these, you aso see the very early
emergence of problem-oriented policing, amodel quite carefully developed by Professor Herman
Goldstein for the police profession. He spent his life trying to teach the police profession how to
do this systematically.



Where would these belong on that chart? Back to the chart. These are not specific problems
solved. These are systemsfor spotting them - that’s where the action iswith this category.
Unusual, innovative methods for understanding the aggregate risks, breaking them down into
manageable pieces. And of course, thistakesafair amount of discipline because you'll notice
this arrow across the bottom doesn’t even come inside the agency. What you' re doing is looking
at the risksin their natural shapes, in their natural dimensions, understanding their pieces and
components and cycles and structures. Figuring out what is the best opportunity to intervene and
deflate the entire thing. And that requires for a moment that you put out of your mind everything
that you do and everything that you have - the operational capacities that you have, the processes
that you operate. Y ou focus on therisk. Thisissimply atask orientation. Focus on the external
world and pick that apart before you figure out what you’ re going to do.

And so we see oneway of viewing it isthat alot of the innovative activity isaong this alternate
route to the detailed, micro level agency prescription. And many times, as you know, the
specific innovations that come out of this route appear in the organization to be aslap in the face
to the general theory. They go against the grain. Often there are forces within the agency that
will try to suppressthem or kill them, trying to preserve their perception of the right way to
proceed.

Asyou observe and go from room to room and listen to innovations of different kinds, some of
you will be affected by your own miserable experiences - the pressures, political pressures for
reform.

And what | want to do is show you the dichotomy that has been much discussed during the
1990s. | hopethat it is going to be much less discussed in the next decade because actually |
believe thisisafalse dichotomy. But the way that the argument is often framed is that “Well
regulators are out-of -control, they are harsh, enforcement-oriented, adversarial, ssmply
responding to violations after the fact” and that became politically unacceptable. And that
therefore anew style had to be produced. Call it a strategic innovation, if you like. That's how
many people saw it.

And the new mode is, of course, the exact antidote to all that is on the left-hand column. Itis
“No, we turn our back on enforcement, or de-emphasi ze enforcement. In fact better not to speak
of it. Instead we'll emphasi ze compliance assistance, customer service facilitation of voluntary
compliance. We'll use partnerships rather than being adversarial. We'll be preventative.” Of
course, for many thisis an ideological preference. We' d much rather intervene early before the
harmisdone. And ,of course, if problem-solving appears at al, it appears over on the right -hand
side, over there with the soft stuff.

Now | don’'t know whether thisis part of your internal debate or hasbeen . If it hasbeen, I'm
sure you' ve moved beyond it now. Because we discover thisto be not very helpful. But there
may just be afew folk in the audience left who feel an allegiance either to the left hand side or
theright hand side. And that therefore you could - if you alowed yoursalf to be so driven - select
which innovations you are prepared to go and listen to. And if you' re on the left hand side you'll
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be sitting in the enforcement and compliance innovations strand, whereas if you believe “Wdl if
we just did a good enough job of prevention, we probably wouldn’t even need enforcement,”
you' |l probably go to those that seem partnership-oriented and collaborative.

Why do | want to unrave that dichotomy? Because it’s done such damage. The effects when the
choiceis presented that way produces a schism within the organization. Camps develop. There
are two competing general theories. The folk on theleft say of the people on the right “Y ou
fools, naive about human nature, you imagine that all these people just want to comply and that
all you haveto dois help them? Y ou don’t understand. | deal all day long, and | have for 20 years
with the hard bastards. They don’'t understand anything other than the threat of incarceration,
personal liability for corporate executives.”

And thefolk on the right who are younger, newer, in the agency, politically well-connected, more
female, socia service backgrounds, liberal arts, say of those on the left, “Y ou dinosaurs, you
remnants of abygone era, irrelevant if we do our job right.” And you know the enforcement
agentsnormally lose, at least for awhile - disenfranchised, demoralized. They thought they

heard - even though no one actually said it - they thought they heard the message “ Enforcement
doesn’t count anymore. We don’t appreciateit.” They fed unappreciated. They fed like the
agency - in all of itslanguage as it pursues voluntary compliance and partnerships with industry -
IS, in fact, gone soft, caved in to political pressure and lost its ability to take enforcement where
necessary. And because they think they hear that - even though nobody actually said it - you see
at some stage a precipitous drop in enforcement numbers.

Now this phenomenais now so common and so familiar that its even got a name in the
environmental community. It's called the bean dip bunker. For the bean counters, the beans
suddenly dip. Why the bunker? Well thisis because all federal senior managers play golf, and
you know, you thought you were steering a balanced course right down the fairway, not lurching
either too far toward regulatory capture, not lurching to far toward aggressive adversarial
regulatory action. Y ou thought this was a balanced compliance strategy you were pursuing and
unbeknownst to you - just over the horizon- because of the language you' ve been using - isthis
bean dip phenomena.

It happened to the EPA in 1995. More than 50 percent reductionin judicial referrals. It
happened to OSHA in 1995, again because of the reaction to Republican pressures. It happened
you may have noticed to the IRSin 1999, only last year asaresult of their last reorganization,
totally driven by the customer service motto. And by the way a new disciplinary code for IRS
employees - ten things that you must do to not upset taxpayers. And if you do you may lose your
job. Well now all IRS employees know the one thing that really upsets taxpayers is enforcement
action - a 98 percent reduction in some categories of enforcement actions - seizures, lienson
property, soon. Asif the staff had been told not to do it. They hadn’t been told not to do it;

they’ d been told to be reasonable. They heard “Don’'t doit.” They realized it’s too dangerous, too
much grief, too much visibility and vulnerability. And of course as soon as that happened, it only
takes two seconds - or in the IRS case two weeks - to notice the bean dip. And Congressthenis
holding hearings not about |RS unreasonableness, but about IRS inactivity. And they ask the
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executives of the agency “So what are you doing? Why are your numbers falling to pieces? After
all thiswasthe only story you ever told us and now this story doesn’t ook so good.” And the
executives say, as so many of you have said in the press because I’ ve read it “Oh but we' re
developing innovative strategies that reach further and have greater impact”, and which by the
way are less onerous, cause less grief.

And for amoment then, somebody in the organization, one of those dinosaursis suddenly re-
empowered. And they run around the organization, beating the table saying “ There | told you so.
Get the numbers back up. We have to maintain a credible deterrent. We should have been doing
that all alone. All this newfangled nonsense.”

| don’t know if you know these people. They have names. Y ou know who they are. They have a
point. Why? Because the outside world has a point. They said “ Thiswas the only story you were
telling us and according to this story, this performance story doesn’t look good..” What is missing
here? The answer: any more sophisticated performance story that would prove your point that
you really are being more effective. That the reason the enforcement numbers have gone down is
because, in fact, the world has become a better place.

In the absence of such a story, the organization descends into this kind of schizophrenia. And the
fidd level staff when they walk in in the morning, they don’t know who they’ re going to meet in
the corridor. It might be the guy who says “ Get the numbers back up.” Almost sets quotas, but
not quite. Or they might meet one of the champions of one of the innovative programs. Thisis
not a happy placeto live. And it means, therefore, that you have to unrave the dichotomy and
understand exactly what is the innovation and what kind of innovation isit.

At the Kennedy school, we teach students about four types of innovation and it’s worth just
plugging them into the back of your mind

Strategic innovations that is some whole new idea about missions, values, and goals. A
different statement about what the organization is about.

- Program innovation is where you invent some new program. The equivalent in commerce
would be when you invent some new product line.

- Administrative innovation is when you change some internal system. For the police -
different rosters and schedules 4 x 10 rather than 5 by 8, two person cars rather than one,
different alocations of staff, changesin the financial systems and budgeting system and
the information systems.

- Field level innovations this category is when you have afront line engineer confronting
directly aproblem and they just invent a solution because the need for one is obviousto
them.

And it' simportant when you go back to the hard versus the soft to say “Well isthat in fact the
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strategic innovation? If there'sanew idea about what our organization is supposed to pursue, is
it that we' ve simply switched from hard to soft?” | don’t think that’sit. | think instead the real
strategic innovation is the emergence of the central focus on harm reduction, problem-solving,
compliance management, risk control. Call it whatever you like. And that many of the other
things ...(End of tape; Few moments are missing as new tape was installed).

..Soit’sobvious, isn't it? It depends what you’ re working on. It depends upon your ability to
differentiate between segments of the audience. That some genuinely will comply and just need
to betold how. And otherswill do everything in their power to subvert your purposes, and they
need to be nailed to the wall.

Regulatory style: should we be hard or soft? Answer: In the essence of craftsmanship, we should
be able to deliver many acts, not just one. It produces some interesting organizational difficulties.
Does that mean we should require our staff to produce chameleon-like versatility, so on Monday
morning they can be vicious bulldogs let out of the enforcement pen, and on Tuesday, they are
diplomatic conciliators negotiating some fabul ous consensus when no one thought it was
possible. And asyou know, requiring that kind of versatility from individuals produces all kinds
of stresses on them. That’s well-established in research.

The good news isthat you can actually produce agency versatility without so much agent
versatility. That’s to do with how management manages - different staff, different skills, and how
you manage to mobilize them all around common problems.

And the one of these that’s come to interest me most in the last couple years, the best time for
intervention, you know, | thought for many years that prevention was better than reaction. That
thiswas an ideological or doctrinal preference. It’staken me alongtimeto realize that thistoois
atactical or risk-specific choice. .

And | learned this most powerfully from the disease control field, public health. When you look
at disease control, you know some diseases we have actually managed the very best form of
prevention, which isto eradicate them. Small pox was declared eradicated in 1970, | think, or
thereabouts. By eradicated they mean two years of no identified incidents anywhere in the world.
Small pox now exists asfar aswe know, in laboratories. But we haven’'t managed to apply that
same degree of prevention to the common cold or to cancer. Their attitude to the common cold is
let it happen and worry about it only when it turns into something more serious, like bronchitis or
pneumonia.

Why isit that we would apply a prevention doctrine in the case of small pox and not to the
common cold? Answer: Because of the properties of the disease. There are peculiar
characteristics of small pox that made it susceptible to prevention. They include that there was a
cheaply available vaccine, that could survive both hot and cold temperatures, and produce very
few harmful side effects. Also, that small pox showsitself very rapidly after transmission, and so
you can actually identify and contain outbreaks. And the same properties do not apply to the
common cold or to cancer. And their attitude toward cancer, while we still seek for prevention, is
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instead to focus on a different chronology of the unfolding of this harm. That is we focus on early
detection and screening so that we can mitigate the harm beforeit’stoo late.

Now when you think about different problems, you can choose many chronologiesof he harm.
For instance, imagine that it was your job to stop people from dying in nursing homes that burnt
down. So, pretty simplejob. Control mortality rates in nursing home fires. Well now you think
about the unfolding of the harm in that case. Y ou could focus right at the preventative end, and if
you did, that would mean stopping the nursing home residents from having any pyrotechnic
materials - no matches, no cigarettes, no smoking in bed, search them when they comein, utter
surveillance, perhapsintrusion into their individual liberties. And you might decide for whatever
reason that wasn'’t the place you wanted to go. And you could move back abit. How about we
focus on not alowing any fire to remain undetected for more than two minutes. Now all of a
sudden, awhole different category of innovations. A whole different category of technologies
become relevant. Now you're in the business of smoke detectors, fire alarms systems, sprinkler
systems, and rapid response.

So you can choose, and we do choose, frequently. And rather than this being a doctrinal or
ideological question, thisistactical. It's about understanding the vulnerabilities of therisk, it's
about picking the best time to intervene, a resource-efficient time to intervene. And of course
everything else being equal, we' d like that to be as soon as possible so the harm is actualy
minimized. This strategic innovation - this refocusing on risk-control or environmental problem-
solving or whatever language we use - and notice that the language is not well-established - this
now is attracting agencies from all over the place.

| didn’t know there was something called the Office of Pipeline Safety in Washington. They
apparently regulate the saf ety of oil and gas pipeline that traverse U.S. soil. And they were using
risk-management as their basic operational framework. Risk management is much more than the
technical models used to calculate probabilities and consequences. To be useful as an dternative
regulatory approach - just pause for a moment - to be useful as an alternative regulatory approach
- itjust sounds like a strategic innovation - risk management must be an integrated program of
activitiesingtitutionalized.

| don’t know whether you love that word or hate it. 1f you' re one of the bottoms-up people who
believe innovation is al about freedom and empowerment and absolutely no managerial

structures, then the word institutionalized 1ooks extremely threatening. And when | talk to my
faculty colleagues at the Kennedy School about this, and | talk about system structures and the
need for rigid protocols and methods, institutional systems, they say “Why on earth would you
want to load al of that on the back of what we thought was freedom let loose?” And my answer is
“Wéll, | come to that position reluctantly.”

And there are people in the audience here who share with me this miserable experience, that you
can teach everybody thisrisk control stuff isdifferent, that it's important, and that we' d like to do
it, and then you sit and wait for it to happen. And for along list of reasons that we could explore
and as some of you know, it does not happen. One of the things that we' ve discovered is that this
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needs to be managed. There needs to be structure, there needs to be recording systems, there
needs to be rewarding systems, there needs to be resource allocation systems and analytic support.
And that if more than one or two of those is missing, then really the chance of that happening are
about zero.

By the way, interesting that this Office of Pipeline Safety, they also intended to use risk
management as an alternative basis for operations and for relationships with the regul ated
community. So not only atheory of work for them, but a basis of interaction with the regulated
community.

| won't bother you much with the U.S. Coast Guard, except to say that for those of you that are
still bothered with “Do | want to put more resources into enforcement? Or “Do | want to put more
resources into partnership?’ Notice, what the Coast Guard says about those kinds of arguments.
They have those kinds of arguments with the regulated audience in their community, which isthe
maritimeindustry. And they say “In our experience, conflicts arise over activities, such asthe
scope and frequency of inspections or corrective actions.” In other words, if we ‘re going to argue
whether we do an educational campaign or an enforcement campaign, we know which one they’ll
like. Butif we can agree first on outcomes - that isrisk reduction objectives - that isin that big
diagram, the specific little stars in the bottom left hand corner, specific hot spots where people are
dying. If we can agreefirst on the nature and scope of those problems, and what we' d like to see
happen, then all of a sudden, our conversation about how to proceed is smoothed substantially.

“The Regulatory Craft” has been out for about six months, and it doesn’t say much about financial
regulation, but the interest around the world in that book is mostly coming from financial
regulators, in Austraia, in Hong Kong, South Africa, Singapore, because they are worried about
repeats of the Asian crisis and because they are trying to understand systemic risk in the financia
system. Also doing consumer protection, all of that fitsin the same model, even though | have not
discussed it much in the book. And the Australian Securities and Investment Commission, thisis
their equivalent to the SEC, said “The challenge we face isto ensure problem-solving.” But
notice, they want to give it acomplicated name, quite interesting. Their preferred terminology is
“an integrated, risk-based approach to enforcement.” Why do they want to give it a complicated
name? Because otherwise, everyonethinksit’s easy. And doesn’'t understand that it’s different.
And they say, “Our challenge is to make sure this becomes the organizational framework, and not
just an add-on activity.” Y ou could say the same about innovation, which plays arole in this.
We'd like that to become an organizational framework, not just an add-on, serendipitous activity.
It isamuch more difficult task to seek to adopt this as an overall organization approach.

| think | have time to show you my favoritetool. Don’t know whether you can see it, there' s alittle
handle here that you hold in one hand. Thisisall made of cast iron or steel, or something. And
then thisisa handle that winds. And when it winds, the little pin is pressed through and through.
Does anybody know what thisis? It’sto remove the rivet on abicycle chain. | love thistool!

When | wastwelve, | worked for six weeks polishing cars all day to earn enough money to buy my
first bicycle. And | loved that bicycle. | took care of it, | knew every piece of it, how many ball
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bearings and everything. | learned how to take care of it, and there came a day when | wanted to
repaint it. And | discovered this horrible topologica reality that you may have encountered if
you'reacyclist, it's that that wretched chain is actually looped through the bicycle frame! And
you're trying to figure out, Did they make the bicycle with the chain aready on it? Or did they
make the chain with the bicycle aready on it? And how on earth can | paint this thing with the
Spray paint without getting the chain in the way. Horrible, greasy thing that it is? And that’s just
one problem, when a chain link remover turns out to be invaluable. And it's awonderful thing
because what you do is, you lay the chain over these two little pillars here that hold it steady. And
then you wind through the rivet and you push that little steel rivet out the other side. And if you're
smart, you don’t push it all the way out. Y ou know exactly how many turns so that it’s | eft just
sticking out one side, but the chain comes apart. Why do you not want to push it al the way out?
Becauseif you do, it'sdevilishly difficult to get it back in again, straightly fit, red tight. So you
liketo leaveit just hanging out. And by the way you' |l notice there are two different racks here
where you can put the chain. The reason for that is because when you' re winding the rivet back in
again, after you're done, after you’' ve lengthened it or shortened it, or sorted out the kinks, or
repaired it or whatever you're going to do, if you wind it all the way to the standard setting, you
will be left with what's called atight link. Becauseit’s all compressed, squashed together. And that
link won'’t bend, and therefore, your chain will skip asit goes over your derailleur gears. And so
what you do isyou wait until the very last quarter turn, and you put it on the other pair of pins, and
you do the last quarter turn with the back side of it unsupported so that it actually pushes the
mechanism apart which makes it loose and free to hinge.

Now | don’t know how many peoplein the room have actually got one of these, or have actually
seen one of these before, but when | first got thisthing, | was fascinated with it. And | wasvery
proud of the fact that | knew how to use it, | became an expert with a chain length remover.

By theway, | didn’t set mysdlf a quota, thisis how many links | should remove. | didn’'t alocate
budget time - | want to spend at least 49 hours per year working with a chain length remover. |
just put it in my tool box, eventudly. | wasvery happy actualy earlier this summer - for having
not used this thing for about twenty years - one of my daughter’s soccer coaches, his son had a
bicyclethat didn’t seem to working quite right. And | took alook at it, and it was fascinating, he
said, “Y ou know, the chain keeps hopping.” And I’'m thinking “I know about chains. | wonder if
they’ve changed.” | looked at it, and he’' s got the classic derailleur gear mechanism, and he's got
those two wheels below the derailleur on the back whedl that are supposed to be tensioning on, that
holds the chain stretched. And it appeared to me that the chain was actually threaded the wrong
way between these two wheels. And that therefore they were all collapsed and squished up and the
chain wasloose. Probably the right length, just threaded wrong. And as a mathematician, | puzzled
for along while about how on earth | could get this threaded the other way without removing it.
Whether that was possible. That was arather intriguing intellectual exercise, which | shared with
nobody. And eventually | concluded and was amost prepared to write a paper on it, why it was not
possible to get this thing through; in other words, they must have threaded it wrong at the factory.
Thank heavens - an opportunity to use my chain length remover. And so | set to work, and | think,
“Sodo| still remember how to do this?” And | wind away and out comes the pin and | re-thread
the chain, and | wind the pin back in, and the last quarter turn, and | do it exactly theway | loved to
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usethis. And the bicycle worked like adream. Y ou know, and | tried to tell that story to the soccer
coach. Hewasn't very interested. He was kind of grateful that | had done something to the kid's
bike. Hedidn't really know what. And the child himself seemed quite happy. Y ou know the
problem was fixed, and | was just thrilled to have used my favorite tool.

Widll, I’ve shown you mine. Now as regulators, you show me yours. But don’t imagine that that’s
really the end of the story, or what counts. Let’slay out the challenge.

What is regulatory craftsmanship? Well it’'s having a whole bunch of different tools. Y ou know |
would befoolishif | confused these two. Thisoneisalittle piece of duminum, and it hasakink in
it, anotch. The cyclists among you will know - you can tell my toolkit is still heavily bicycle-
oriented - thisisatire lever. For when you have aflat tire, and you want to lever thetire off. And
the little notch is so you can hook it on the spoke and it doesn’t flip back in place while you usethe
next tirelever. You normally have a set of three of these.  And to try and do this job with that tool
would be utterly foolish. Trying to do thisjob with that tool - I’ d probably injure myself.

The essence of craftsmanship is having them al, knowing how to use them, and being quite
judicious when you will use each one. Theissue for regulatory agencies isto construct a
framework, so that all of these innovative methods come forward at the right time, in the right
place, for theright job. And that there isno internal preference that Project XL isgood or is bad. It
depends on where and when.

So | think as you go around and study all of these new techniques over the next couple days, let’s
make sure we understand the challenge for the next five years as the regulatory craft develops.
Let’ s shift the focus from particular innovationsto innovativeness. Managing innovativeness. Let’s
shift the focus from replicating - the danger is that we just replicate solutions to particular
problems. Think of that third category of innovations that we saw twelve of already. Rather than
that (replicating), focus on systems for identifying and solving problems. And you will, if you're
careful, pick out from amongst the array in the program, some of these, which are a different level
than solutions to particular problems.

Instead of focusing on particular tools and methods, which of course we have to do, let’ s define a
new regulatory craftsmanship. Instead of being satisfied with managerial tolerance when
innovations bubble up from below, let’s learn to manage the process of innovation. So that instead
of innovations being heroic acts of subversion, what Al Gore calls “the acts of good people, locked
in bad systems,” instead we will develop frameworks for innovation constructed around important
strategic objectives. And if we get that job done, this will be the first meeting, there will be second,
third, | can imagine thiskind of progress and development can keep all of usfully occupied for
severa years.

| am delighted to be with you at this start of the journey.

Thank you very much!
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